The national community hospital input price index presented here isolates the effects of prices of goods and services required to produce hospital care and measures the average percent change in prices for a fixed market basket of hospital inputs. Using the methodology described in this article, weights for various expenditure categories were estimated and proxy price variables associated with each were selected.
The index is calculated for the historical period 1970 through 1978 and forecast for 1979 through 1981. During the historical period, the input price index increased an average of 8.0 percent a year, compared with an average rate of increase of 6.6 percent for overall consumer prices. For the period 1979 through 1981, the average annual increase is forecast at between 8.5 and 9.0 percent.
Using the index to deflate growth in expenses, the level of real growth in expenditures per inpatient day (net service intensity growth) averaged 4.5 percent per year with considerable annual variation related to government and hospital industry policies.
The rapid increase in hospital expenditures in the last decade has promoted considerable research into the economics of the hospital industry. services, changes in the quality of care provided, changes in overall operating efficiency, changes in case mix, increases in utilization, and changes in the prices of inputs required to produce hospital care. This last factor, the effect of prices, is examined here through a national hospital input price index.
Input price indexes are becoming an increasingly important tool in making financial and policy decisions in the hospital sector. These indexes can be used to assist in forecasting increases in both total hospital expenditures and individual expense categories.
Financial intermediaries and insurance companies use input price indexes to determine interim HEALTH CARE FINANCING REVIEW/Summer 1979 hospital payments, which tend to minimize final settlement payments, while hospital rate-setting programs use input price indexes to prospectively set hospital rates. In the last few years, the Medicare program has been setting prospective limits on hospital costs reimbursed under the program. The Hospital Cost Containment legislation establishes prospective allowable rates of increase.
To improve the method of determining allowable expenditure limits under these programs, a national hospital input price index was needed. This article presents such an index.
Methodology
The primary purpose of a hospital input price index is to separate out pure price changes for a fixed market basket of inputs from all 38 other factors that contribute to increases in hospital expenditures. Typically, the more specifically the price variable is defined in terms of type of service, commodity, or geographic area, the higher its sampling variability. 
Monthly
Payroll expenses (wages and salaries) include all expenses defined as payroll by the American Hospital Association in their annual survey. Remuneration for salaried physicians, residents, and interns is included in payroll expenses while remuneration for physicians who bill the hospital for their fees is not. Their fees are included in the cost category "professional fees, medical."
Average payroll expense per full-time-equivalent worker employed by community hospitals is used to approximate wage rate changes internal to the hospital industry. The American Hospital Association calculates this variable by dividing total payroll expense by the number of full-time equivalent workers. Two part-time workers are defined to be equal to one full-time worker. The percent change in this "wage" variable deviates from a pure price change in that it includes the effects of skill mix shifts, overtime pay, and the part-time/full-time adjustment is crude. Currently data does not exist to statistically control for the above effects on a continuing basis.
B. External wage variable (used for forecasted period in table 3)
Data source
Frequency
Percent change in average hourly earnings of production and nonsupervisory workers on private nonagricultural payrolls, service industry.
U.S. Department of Labor, Bureau of Labor Statistics Employment and Earnings, Table C-2.

Monthly
For items over which hospitals have some degree of control, a price proxy that is external to the hospital should be used for some purposes, such as prospective rate setting. The choice for the variable should be consistent with efficient resource allocation within hospitals as well as between hospitals and the rest of the economy. The wage variable needs to be external to the hospital industry, yet reflect basic forces of supply and demand impinging on workers of the skill-mix levels hired by hospitals. Movements in the wage variable should be equitable relative to other workers in the economy with similar skill levels and workloads.
Average hourly earnings increases in the service industry as a whole historically provide a reasonable choice for an external proxy wage variable.
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The service industry is broad-based. For panel survey data, quarterly; for annual survey data, annually.
Employee benefits include employer-paid fringe benefits for social security, group insurance, retirement, and other fringe benefits. The percent change in employee benefits per full-time-equivalent worker is not a measure of pure price change since it includes changes in the quantity and quality of fringe benefits per worker as well as price changes. Given the data sources available it is difficult, if not impossible, to separate the individual impacts of quantity, quality and price. Even if the separate effects could be factored out, it is useful for some purposes to have a measure of their combined effect since a significant portion of fringes are mandated by government regulations. In calendar year 1977 employee benefits were 12.8 percent of community hospital employee compensation.* For the service industry, supplements to wages and salaries were 11.3 percent of employee compensation and for all domestic industries supplements to wages and salaries were 14.7 percent of employee compensation in 1977.** The percent change in supplements to wages and salaries per employee on nonagricultural payrolls provides an external indicator of fringe benefit cost pressure on a per employee basis. 
Monthly
The cost category "professional fees: other" includes fees for legal, auditing, consulting, and so forth types of services. As such this cost category reflects salaries of accountants, attorneys, and consultants as well as expenses for travel, research assistants, clerical assistants, and overhead. No published revel ant series on other professional fees is available nationally on a timely basis. The proxy chosen is the hourly earnings index for production or nonsupervisory workers on private nonagricultural payrolls for the total private economy. This index excludes the effects of fluctuations in overtime premiums in manufacturing and changes in the proportion of workers in high-wage and low-wage industries. such depreciation "costs." Since new construction for expanding facilities and for replacement of existing facilities takes place at different rates for different hospitals, each hospital is in a unique situation.
Instead of ignoring the depreciation of building and fixed equipment category in this factor price index, a workable alternative based on economic replacement prices rather than accounting depreciation "costs" is employed. The percent change in the implicit price deflator for investment in private nonresidential structures is used as the external "price" proxy. To partially reflect that new construction is distributed over time, a 5-year quarterly moving average (lagged) of price changes is used. 
Depreciation -movable equipment
Quarterly
The same problems associated with quantifying "price" changes for depreciation of building and fixed equipment discussed above are relevant for depreciation of movable equipment. Price changes associated with expansion and replacement of movable equipment are approximated with percent changes in the implicit price deflator for investment in private nonresidential producers' durable equipment. Again, a 5-year quarterly moving average (lagged) of price changes is used to reflect the time structure of the movable equipment investment process. Daily All debt, short-term and long-term, has a specific maturity structure and is contracted at interest rates in effect at the time of incurring such debt. The time-structure of current debt obligations and associated contracted interest rates are unique to each hospital. As an approximation of the changing impact of interest costs for working capital for the "average" hospital, the percent change per annum in the prime rate on short-term business loans charged to large business corporations is used. A four-quarter moving average (lagged) of interest rate changes partially reflects that interest costs are contracted over time. It is assumed that the prime rate sets the level of the entire structure of short-term interest rates and that percent changes per annum for the prime rate are relevant to hospitals. Since short-term interest rates are more volatile than long-term rates, it is important that they be treated separately. 
Weekly
Long-term debt is contracted over time at interest rates in effect at the time of incurring the debt. The impact of changing long-term interest rates on costs for the "average" hospital is approximated by the percent change in the yield on domestic municipal bonds. For reasons discussed earlier, a five-year quarterly moving average (lagged) of yield changes is used. It is assumed that the percent change in the yield on domestic municipal bonds is related to the percent change in long-term interest rates relevant to hospitals. 
Quarterly
As with fuel oil, it appears that neither the Consumer Price Index nor the Producer Price Index is precisely relevant for hospitals. The U.S. Department of Energy collects statistics on the typical electricity bill in January of each year and on electricity rate schedules. Since data is collected annually, it cannot be used for current monitoring of electricity prices. The percent change in the implicit price deflator for consumption of electricity is used to approximate price changes for electricity. The deflator is derived from the electricity component of the Consumer Price Index.
Natural Gas
External price variable The Producer Price Index for natural gas measures prices at the wellhead. The Consumer Price Index for utility (piped) gas measures prices at the retail level and incorporates regulatory impacts on price structures. Neither is entirely satisfactory. The percent change in the implicit price deflator for consumption of natural gas is used. This deflator is derived from the utility (piped) gas component of the Consumer Price Index. Monthly "All other" is a residual expense category whose composition is largely unknown. The all items CPI is used as the proxy.
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